Abstract: An essential element of capitalism is corporate reporting. Today's capitalism is supported by financial reporting. Critics of today's capitalism argue that it is too shortterm oriented and rewards companies for creating negative externalities. Integrated reporting can play an important role in changing this since it is focused on the material issues that affect a company's ability to create value over the short, medium, and long term. Each country must take its own path to integrated reporting. This is illustrated by analyzing the different regulatory and legislative regimes in the United States and the European Union.
Introduction
The essence of a re-imagined capitalism lays in resource allocation decisions that go beyond short-term financial performance. Achieving this will require companies and investors to take a longer-term view and use a broader range of performance metrics. To do this, they will need information that goes beyond financial metrics, even as this information should be related to financial performance. Substantial changes in internal and external reporting will be required. In this chapter, we make the case for integrated reporting as the type of corporate reporting necessary, although certainly not sufficient, to set the scene for a re-imagined capitalism. In the next section, we describe three types of corporate reporting (financial, sustainability, and integrated) and classify each in terms of corporate reporting's two functions: information and transformation. The subsequent section makes the case for the central role integrated reporting can play in a re-imagined capitalism. We then discuss the feasibility of the U.S. Securities reporting in the European Union and, in particular, the paradigm shift to new functions of nonfinancial reporting. We conclude with some brief thoughts on what will be required for integrated reporting to become the prevailing practice.
The Types and Functions of Corporate Reporting
An important element in any form of re-imagined capitalism is corporate reporting. To some, the question of how transparent companies should be about their activities and results is technical, arcane, and even boring. To the initiated, it is a hard-fought terrain defined by the tension between companies, who typically want less transparency, and stakeholders or audiences for the reporting, who want more.
There are three basic types of corporate reporting: (1) financial, (2) sustainability, and (3) integrated. They vary in terms of content, audience, and practice ( Figure 1 ). Today's capitalism is based upon financial reporting, and we would argue that today's capitalism would not exist without financial reporting, which itself is based on accounting standards that must then be reviewed by independent audit firms to produce publicly reported financial performance metrics. Financial reporting should provide investors with information they need to make informed decisions, and listed companies are obligated to follow this practice in order to have access to public capital markets. A vast social infrastructure of securities regulators (e.g., the U.S. Securities and Exchange Commission), accounting standard setting bodies (primarily the U.S. Financial Accounting Standards Board (FASB) )and the International Accounting Standards Board (IASB)), auditing firms (e.g., Deloitte, EY, KPMG, and PricewaterhouseCoopers), and oversight bodies of the accounting profession (e.g., the U.S. Public Company Accounting Oversight Board) support the timely provision of high quality financial information. This infrastructure has been developed over decades. Eccles, Krzus, and Ribot, 2015: ch. 1).
In addition to content, audience, and practice, each type of corporate reporting can be understood in terms of the function it fulfills (Figure 2 ). Eccles and Serafeim (2015) have argued that corporate reporting has two functions: information and transformation. The information function refers to corporate reporting's duty to provide counterparties to the corporation the information they need to make an informed decision on whether to transact with the company and, if so, on what terms. In a corporate reporting context, these counterparties include providers of capital, both equity and debt, as well as vendors, customers, employees, and regulators who are interested in assuring that this information is accurate and provided on a timely basis. The information function is "one-way" in that the company provides the information and the counterparty makes its decision, but with no intent to affect the behavior of the company.
In contrast, the transformation function involves feedback from the counterparty with the intent of changing the company (Eccles and Serafeim, 2015) :
While the information function assumes no feedback from counterparties, the transformation function relaxes this assumption, allowing for engagement and activism from the counterparties. The counterparties receive and evaluate the information. Where they see opportunities to influence corporate behavior to their benefit, and potentially to the benefit of the corporation, they actively try to bring about change. This engagement, activism, and change process enables a company to transform. Sustainability reporting has played an important role in laying the groundwork for a new conception of capitalism since it explicitly recognizes the growing importance of stakeholders focused on ESG issues that matter to society. Because its function is one of transformation, it also opens up companies to engagement, which is a key tenet of any new form of capitalism. Sustainability reporting's main limitation is that it does not distinguish between ESG issues that are material for the company (the province of capitalism) and the socially significant ones (the province of civil society). Capitalism resides within broader civil society, and changing social expectations will have implications for how it is practiced, but the relative indifference of investors to the information contained in a sustainability report indicates that simply pairing sustainability reporting with financial reporting will not contribute to a re-imagined capitalism.
Integrated reporting's primary interest is transformation, albeit from a somewhat different starting place. Sustainability reporting is an "outside-in" approach to transformation.
Civil society puts pressure on the company to disclose information that it uses to enact an engagement process that leads to transformation. Integrated reporting is more of an "inside-out" approach: advocates for integrated reporting argue that companies should, in the beginning, practice it for their own good. Integrated reporting is argued to be a way of fostering "integrated thinking" so that the company operates in a holistic way, taking account of material ESG issues across the six capitals (financial, manufactured, natural, intellectual, human, and social and relationship) that affect financial performance. It will lead to a better managed company that is more able to create value over the short, medium, and long term, and in doing so, provide the information necessary for its investors to take a longer-term view and to attract more who do. It is a kind of "reverse activism" in which the company is influencing its investor base rather than the other way around. Integrated reporting supports all of these characteristics. In terms of (1), the "Value
Creation Process" in "The International <IR> Framework (<IR> Framework)" (Figure 3) emphasizes that companies use the six capitals as inputs into their business model and have outcomes that impact these capitals. These outcomes are both positive and negative.
The <IR> Framework further notes that the company should explain "the interdependencies and trade-offs between the capitals, and how changes in their availability, quality and affordability affect the ability of the organization to create value" (IIRC, 2013: 17) . While the <IR> Framework does not specify how the uses and outcomes of these capitals should be measured, it makes clear that the company should take all of them into account. Organizations like CDP, GRI, and SASB are developing measurement and reporting standards to provide guidance to companies for doing this. Key to (3), balancing the many and often competing interests of shareholders and a broad range of stakeholders, is the Guiding Principle of "connectivity of information": "An integrated report should show a holistic picture of the combination, interrelatedness and dependencies between the factors that affect the organization's ability to create value over time" (IIRC, 2015: 5) . What distinguishes an integrated report from a "combined report"
is that the former shows the relationships, positive and negative, over specific time frames, between financial and nonfinancial performance. A combined report simply provides financial and nonfinancial information in a single document. Also key to (3) is the Guiding Principle of "materiality": "An integrated report should disclose information about matters that substantively affect the organization's ability to create value over the short, medium and long term" (IIRC, 2013: 33) .
Materiality is a central, albeit somewhat elusive, concept in all three types of reporting.
It is entity-specific, audience and timeframe-dependent, and based on human judgment.
It is ultimately grounded in the judgment of the company's board of directors about whom it regards as the company's most significant audiences and the timeframes it uses to evaluate the impact the company has on them (for a fuller discussion of materiality see Eccles, Krzus, and Ribot, 2015: ch. 6 ). Materiality is different from what is "socially significant," although the two are often confused-as when a company produces a "Materiality Matrix." A company can only determine what is material for itself -not for others-even as it can and should form a view about the absolute and relative level of importance different stakeholders accord ESG issues.
Materiality raises one of the central questions about integrated reporting: its relationship to sustainability reporting. Many have the mistaken notion that integrated reporting will lead to a single report that contains both financial and nonfinancial information and that sustainability reporting will no longer be necessary. This is not true. The integrated report contains information that is material based on the company's designated significant audiences and timeframes. The sustainability report contains information on the company's nonfinancial performance that it believes to be of importance to society, as represented by the stakeholder groups it deems as important but not significant-at least for now-to its value creation process.
In terms of (4), an increasing number of investors, although still a minority, are seriously working to incorporate ESG issues and a company's performance on them into their own decision-making processes. This has always been true for Socially Responsible Investment funds, but now "mainstream" investors, such as large pension funds and institutional asset managers, are starting to do so as well -even if they do this from a value rather than values perspective. One complaint typically made by investors interested in "ESG integration" is that they are not getting the data they need from the company to do so. Integrating it into decisions involves struggling with finding the material information relevant to them in a separate sustainability report and then combining it with the voluminous information found in the company's financial report.
A well-done integrated report, based on the Guiding Principle of "conciseness," solves this problem: "An integrated report includes sufficient context to understand the organization's strategy, governance, performance and prospects without being burdened with less relevant information" (IIRC, 2015: 21) . The integrated report is the way in which the company communicates its performance across all relevant financial, environmental, social, and governance dimensions so that investors can take an integrated view as well. was not that long ago that each country had its own version of (Generally Accepted Accounting Principles) GAAP. Two major ones now dominate: the more rules-based U.S.
GAAP under FASB, and the more principles-based International Financial Reporting
Standards under the IASB. The "convergence" initiative to create one global set of accounting standards has been a long, difficult, and as of yet an unfinished process.
In the short term, it is best to let market forces work-for investors to demand integrated reporting by companies, in whatever form it comes, and for companies to respond to these demands. During this time, further work will be done to improve frameworks and standards for measuring and reporting on nonfinancial information. Ultimately, the State will have to intervene in some fashion in order to ensure broad-based adoption. Broadly speaking, this could happen in two ways. Regulators responsible for financial reporting could expand their mandate to integrated reporting. In the U.S., this would be the
Securities and Exchange Commission (SEC). The alternative is for new legislation to be
enacted, such as the EU's CSR Reporting Directive. We will consider each of these in turn.
The SEC and Integrated Reporting
The nonfinancial information is important in the "total mix" of information, it should be disclosed. Regarding contingent and forward-looking information, the Supreme Court requests to balance "the indicated probability the event will occur and the anticipated magnitude of the event in the light of the totality of company activity." (ibid., emphasis added). Changing social expectations may thus influence this assessment of "materiality," just as it is changing social expectations that have created the call to re-imagine capitalism.
The Supreme Court's definition of materiality can clearly accommodate this.
The SEC has already provided guidance on specific types of nonfinancial information in Principle of "conciseness." However, the company could accomplish this by simply making its annual report, which is not an official filing document, an annual integrated report that more closely follows the <IR> Framework. Once a company has crossed the Rubicon of including all material ESG issues in its Form 10-K (Form 20-F), based on, say, SASB guidance, it will have substantially laid the groundwork for turning its annual report into an integrated report. The latter will require a more narrative discussion about "connectivity of information" and perhaps a bit more "strategic focus and future orientation."
The EU and Integrated Reporting
The alternative to an existing regulatory body providing support for integrated reporting is new regulation or even legislation from the domain of "sustainability" that is not tied to the complex apparatus of financial reporting regulations. To some extent this is already Directive expands the reporting requirements to a wide range of enterprises and subjects:
it requires companies concerned to disclose in their management report information on policies, risks, and outcomes as regards environmental matters, social and employee aspects, respect for human rights, anticorruption and bribery issues, and diversity in their board of directors. This will provide investors and other stakeholders with a more comprehensive picture of a company's performance (European Commission, 2014 ). This information is to be included in the company's annual report. The Directive has high expectations for the benefits of this legislation (European Commission, 2014):
Each individual company disclosing transparent information on social and environmental matters will realise significant benefits over time, including better performance, lower funding costs, fewer and less significant business disruptions, better relations with consumers and stakeholders. Investors and lenders will benefit from a more informed and efficient investment decision process. Society at large will benefit from companies managing environmental and social challenges in a more effective and accountable way.
The European Commission (2014) argues that the above benefits cannot be realized by relying solely on voluntary reporting by companies. It states that only around 10% (2,500) of large EU companies are reporting on their environmental and social performance. This number will rise to some 6,000 companies under the new Directive.
The reporting on nonfinancial and diversity issues is not entirely new. Large enterprises have already been required to include nonfinancial performance indicators like information on environmental and employment issues in the annual report to the extent they are necessary for the evaluation of the company. The new CSR Reporting Directive goes beyond value assessment and shareholder and investor information and financial performance. It is a paradigm shift insofar as it is designed to direct business conduct by introducing due diligence and "knowing and showing" requirements, not only with regard to the CSR-compliance of the company or group, but also with regard to the supply chain (see Spiesshofer 2014) . Targets include economic stakeholders like shareholders, bond holders, and creditors, as well as civil society and the general public, which shall be enabled to supervise and eventually enforce proper business reporting and conduct. Thus, the CSR Reporting Directive not only serve the information function, but also focuses on transformation.
The purpose of the Directive is not only risk assessment and risk management for the company and proper description of value-relevant factors. It also includes the avoidance of negative "impacts" -the soft steering of business conduct below the threshold of a violation of laws and regulations. The regulatory function of reporting is "know and
show," i.e., to learn about causally-linked negative impacts, to develop avoidance or mitigation strategies, and to show this to the general public and stakeholders. In its considerations, the Directive recommends to Member States to enable all persons and organizations having a "legitimate interest" to enforce compliance with this Directive.
Although it is not spelled out in the Directive, this could include citizen lawsuits and private enforcement actions by potentially affected parties or NGOs -all examples of the engagement process inherent in the transformation function. The other purpose of the Directive is to enhance consistency and comparability of nonfinancial information disclosed throughout the European Union, albeit respecting the diversity of CSR guidelines and approaches taken by enterprises (which is tantamount to trying to square the circle). The reporting on diversity in the Corporate Governance Declaration will, in a kind of "self-name-and-shame exercise," force companies to diversify the whole top management level-a particular target of transformation.
The requirement to measure impact raises yet another category of reporting in addition to activities and results. Activities lead to results that have impacts on an audience outside the company. Stock price is an example of the impact of financial performance on investors. Impacts can be positive (e.g., the social wealth created by new jobs) or negative (e.g., global warming caused by carbon emissions). Impacts are typically even more difficult to measure than are the results of nonfinancial performance. For example, those in the field of "impact investing" struggle to set standards for measures just as others are working to establish standards for nonfinancial information. Impact measurement can have both an information (e.g., by influencing the decisions of others regarding the company, such as buying its stock or products or taking a job there) and transformation (e.g., when a group mobilizes around impacts to reward or punish a company for the impacts it is creating) function.
Consideration 7 of the Directive contains differentiated guidance concerning the materiality of information, introducing a certain amount of ambiguity regarding which information should be reported. The report shall describe the actual and foreseeable impacts on the environment and on health and safety, and on the energy and water consumption. It can describe with regard to social and employee matters the implementation of essential ILO-Conventions, respect for trade union and workers' rights, social dialogue, and dialogue with local communities. With regard to human rights and anti-corruption, the report could contain information regarding the avoidance of human rights violations and corruption. Consideration 8 classifies the issues with respect to risk intensity: adequate information is required with regard to those factors which will lead most probably to the realization of essential risks with significant impacts. The materiality depends on the magnitude and severity of the negative impacts. This qualification is similar to the stipulation of the U.S. Supreme Court. Although the urgency to report is differentiated, the purpose is impact and thus transformation-oriented.
According to the Directive, the Member States shall provide that enterprises may base their reporting on national, EU, or international guidelines such as the UN Global
Compact, the UN Guiding Principles on Business and Human Rights, the OECDGuidelines for Multinational Enterprises, ISO 26000 Guidance on Social Responsibility, GRI, or other recognized international guidelines like those of the IIRC. Although not mentioned by name, SASB would qualify and this Directive provides an opportunity to spread the adoption of these standards. The Directive stipulates that enterprises shall describe which guideline they have used for the reporting. As these guidelines vary widely in terms of scope, specification, issues covered, and methodology, it is not evident how consistency and comparability of the reports across the EU will be achieved (Spiesshofer, 2014a) . We note that comparability is more important for the information function for the same reasons it is important for financial reporting. Investors want to compare the performance of companies, at least within a sector, in choosing if and how much to invest in any of them. In the transformation function, effective engagement can take place simply based on targeting performance improvements in a company, however it chooses to measure an activity, outcome, or impact.
The Directive has been criticized for a number of reasons: Reporting requirements are introduced without developing homogenous substantive standards of "expected behavior"
first. Consistency and comparability are hard to achieve with substantial flexibility for the Member States regarding opt-out possibilities, the report-or-explain approach, and a variety of possible guidelines on which the reporting can be based. The reporting of negative "impacts" encompassing the whole supply chain is potentially endless and connected with potentially significant costs (Spiesshofer, 2014a) . The Directive emphasizes that it is not about integrated reporting but clearly acknowledges that it could be a step in that direction (http://europa.eu/rapid/press-release_MEMO-14-301_en.htm;
accessed August 2015):
The Directive focuses on environmental and social disclosures. Integrated reporting is a step ahead, and is about the integration by companies of financial, environmental, social and other information in a comprehensive and coherent manner. To be clear, this Directive does not require companies to comply with integrated reporting. The Commission is monitoring with great interest the evolution of the integrated reporting concept, and, in particular, the work of the International Integrated Reporting Council.
However, one of the challenges the EU will face should it decide to do so is in clarifying the question of audience. The current Directive is a kind of "all things for all people," failing to distinguish between material issues for integrated reporting vs. the socially significant ones for sustainability reporting. As noted above, the Directive is ambiguous regarding the underlying concept of materiality on which it is based. Nevertheless, nothing in the legislation would preclude a company from making its own definition of materiality. Furthermore, since the detailed implementation of the Directive will be determined by each Member State, individual countries could decide to recommend the International <IR> Framework as the basis for complying with this Directive. We regard this as unlikely, at least in the short term, for the same reasons as discussed regarding the SEC if the Member State chooses its securities regulator as the entity responsible for implementing the Directive in its own country. However, how the implementation occurs and which entity is responsible for it will be decided by each Member State, and this could result in substantial variation. Despite these qualifications, the CSR Reporting Directive could turn out to be an important step towards integrated reporting in the EU over the long term and perhaps more quickly in certain Member States should they decide to do so.
Towards the Universal Adoption of Integrated Reporting
We conclude this chapter facing a dilemma. On the one hand, it is clear that integrated reporting can play a central, even pivotal, role in bringing about a re-imagined capitalism.
This can only happen at a system level through nearly universal adoption of integrated reporting-at least amongst the largest companies in the world that control the vast bulk of economic activity. Voluntary adoption is unlikely to achieve this objective in a meaningful timeframe. This would suggest a regulatory solution: the other side of the dilemma. Our discussion of the U.S. and the EU makes it clear that such regulation is unlikely to happen. Even if it did, the result could become a mere "tick-the-box" compliance exercise, achieving in only a minimalist way the information function of reporting and losing the transformation function so vital to achieving a re-imagined
capitalism.
So what can be done? We begin by noting again that integrated reporting is not a silver bullet. Many other things must happen as well, including integrated: asset management, asset ownership, investment legal duties, proxy voting, corporate governance, corporate brokerage, investment consulting, financial literacy, and financial regulation (Waygood, 2015) . All of these can help spread the adoption of integrated reporting; integrated reporting, in turn, can contribute to each of these. The causal relationships are many and complex; there is no simple, single, linear path to take. Furthermore, the most promising path will vary by country. In some countries, regulatory forces will play a stronger role.
In others, it will be market forces. Both will be necessary in all countries. From this perspective, we have four common sense incremental recommendations relevant all over the world. We say incremental because these recommendations are based on existing regulatory regimes. However, we believe that ultimately a non-incremental outcome can be achieved once the proper groundwork has been laid. companies, and the annual report. The old adage, "don't let the perfect be the enemy of the good," applies here. Rather than focusing on an integrated report as a particular type of report that needs to be structured in a particular way, companies should start to practice integrated thinking in the context of the five characteristics of a re-imagined capitalism described above. They should simply adapt their existing reporting practices as best they can.
Second, asset owners, asset managers, and sell-side analysts should encourage companies to practice integrated thinking in their communications with them. They should also, and again on an incremental basis, start practicing more integrated thinking themselves. This means they need to go beyond having separate "ESG teams" to having their sector specialists develop a view on what the material ESG issues are and how they can affect financial performance.
Third, the accounting community should move from mere advocacy for integrated reporting to actually helping to spread its adoption. This means that the audit professionals, not simply the advisory or consulting professionals (which is largely the case to date), need to have proactive conversations about integrated reporting with the CEO, CFO, and board of directors of the companies they audit. The auditors also need to become better informed about what information investors want, since they are the ultimate clients.
Fourth, the International Organization of Securities Commissions (IOSCO), "the international body that brings together the world's securities regulators and is recognized as the global standard setter for the securities sector," should establish a task force to publish a report on how securities commissions can support integrated reporting within their existing regulatory regime (IOSCO, 2015) . These recommendations will support the first three recommendations as they lay the groundwork for the timing and nature of new legislation and regulation to support integrated reporting.
